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Preface: Introductory Comments of the National Taxpayer Advocate

Honorable Members of Congress:

I respectfully submit for your consideration the National Taxpayer Advocate’s 2009 Annual Report
to Congress. Section 7803(c)(2)(B)(ii) of the Internal Revenue Code requires the National Taxpayer
Advocate to submit this report each year and in it, among other things, to identify at least 20 of
the most serious problems encountered by taxpayers and to make administrative and legislative
recommendations to mitigate those problems. Thus, the statute requires that the report focus on

problems and areas in need of improvement.

For context, however, I believe that the IRS in many respects has had an extremely successful

year. It has, through talent, determination, and dedication, pulled off what could have been a
disastrous filing season, what with significant tax law changes enacted in the midst of the filing
season. The IRS had no slack in implementing these new or expanded programs — including
revising withholding tables for the Making Work Pay credit and quickly processing claims and
amended returns for the First-Time Homebuyer Credit — which were designed to stimulate the
sluggish economy. The IRS also faced less sweeping but notable challenges effectively, including its
productive voluntary disclosure program for taxpayers holding offshore accounts and the guidance
it quickly issued to assist victims of the devastating Madoff Ponzi scheme.’

From a taxpayer rights and consumer protection perspective, the IRS this year acted on two
longstanding issues that I have identified several times as most serious problems of taxpayers —
identity theft and automated levies on Social Security benefits. As described in this report’s Status
Updates, after a year of negotiations with the Taxpayer Advocate Service (TAS), the IRS’s Identity
Theft Hotline has now committed to handling taxpayers’ cases and providing taxpayers with the
kind of service — including coordination and oversight — that heretofore has only been available
from TAS.> With respect to Social Security levies, after TAS published its study in last year’s report
showing that these automated levies under the Federal Payment Levy Program (FPLP) were harming
vulnerable taxpayers,? the IRS — working with me and my research staff — is now programming a
screen that will filter out taxpayers whose income is at or below 250 percent of the federal poverty
level. When this screen is implemented in 2011, the IRS will protect hundreds of thousands of
taxpayers from economic damage and unnecessary interaction with the IRS.# I am deeply grateful
for the IRS’s efforts on both these issues.

A major development in tax administration was the IRS’s announcement, early in the year, that

it would study the question of regulating federal return preparers and present a report to the
President and the Secretary of the Treasury before year’s end. I have recommended the regulation
of unenrolled return preparers since my 2002 Annual Report to Congress, and reiterated and

supplemented that recommendation in successive reports.> My office was very much involved in

1 See Most Serious Problem: Ponzi Schemes Present Challenges for Taxpayers and the IRS, infra.
2 See Status Update: IRS's Identity Theft Procedures Require Fine-Tuning, infra.

3 See National Taxpayer Advocate 2008 Annual Report to Congress, vol. 2 (Research Report: Building a Better Filter: Protecting Lower Income Social Security
Recipients from the Federal Payment Levy Program).

4 See Status Update: Federal Payment Levy Program: IRS Agrees to Low Income Taxpayer Filter, infra.
5 See Most Serious Problem: The IRS Lacks a Servicewide Return Preparer Strategy, infra (and prior National Taxpayer Advocate reports cited therein).
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the analysis and discussions resulting in the IRS report, and I applaud Commissioner Shulman'’s
leadership in undertaking this significant review. Because the IRS report has not been publicly
released at the time our report is going to press, I am including our detailed analysis of the issues
raised by any regulation of return preparers without generally commenting on the IRS report.®

IRS Successes Come at a Cost to Its Core Tax Administration Duties and
Delay Improvements to IRS Practices That Would Benefit Taxpayers.

The IRS successes over the last year should not be understated. They do not, however, diminish

the challenges that lie ahead for the IRS as it attempts to fulfill its core tax administration duties
while at the same time facing an expanding role in delivering social benefit programs, including the
social safety net, economic stimulus, and health care.” These challenges are best demonstrated by
this year’s number one most serious problem for taxpayers: the declining “level of service” for IRS
toll-free lines.® During a time of great need for taxpayer assistance, the IRS’s goal for fiscal year (FY)
2010 is to answer 71 percent of the calls from taxpayers who want to speak with an assistor (not

a recording), down from 83 percent in FY 2007. In other words, the IRS is planning to be unable

to answer about three out of every ten calls it receives. Moreover, those taxpayers that are able

to get through to an assistor will have to wait, on average, twelve minutes. This level of service is
unacceptable for taxpayers who require assistance, and it is sure to have downstream consequences
that will cause problems for taxpayers and the IRS alike, as some taxpayers give up and don't bother
to file or they make avoidable errors that the IRS then must devote resources toward resolving.

This year we continue to have concerns about the IRS Examination program. In past Annual
Reports to Congress, we have encouraged the IRS to make “Increasing Voluntary Compliance”
the overriding goal for all of its activities, including its compliance and enforcement actions.?
Yet, in introducing and identifying six exam-related most serious problems, we note that the IRS
often fails to design its exam initiatives to maximize voluntary compliance and instead takes

a one-off approach that creates burden on taxpayers and uses IRS resources ineffectively.” Of
particular concern is the IRS’s penchant for correspondence exams, which constitute 77 percent
of all individual exams conducted by the IRS in FY 2009."" This is so despite clear evidence that
correspondence-based audits negatively impact the results for certain groups of taxpayers and

Id. Regarding the IRS report, | note here only that there was considerable discussion about whether to include all tax return preparers or merely “signing tax
return preparers” within the scope of regulation. For reasons | detail in this report, | believe that a blanket exclusion of “nonsigning” preparers who prepare
tax returns would leave a significant hole in the new regulatory regime that would be widely exploited and would thereby undercut the effectiveness of the
initiative.

See Running Social Programs Through the Tax System, vol. 2, infra.

See Most Serious Problem: RS Toll-Free Telephone Service Is Declining as Taxpayer Demand for Telephone Service Is Increasing, infra.

See, e.g., National Taxpayer Advocate 2004 Annual Report to Congress 211-225 (Most Serious Problem: IRS Examination Strategy).

See The IRS Examination Strategy Fails to Maximize Voluntary Compliance and Most Serious Problems: The IRS Correspondence Examination Program
Does Not Maximize Voluntary Compliance; The IRS Does Not Know if It Is Using State and Local Data Effectively to Maximize Voluntary Compliance; The IRS
Examination Function Is Missing Opportunities to Maximize Voluntary Compliance at the Local Level; The IRS Lacks a Comprehensive “Income” Database
that Could Help Identity Underreporting and Improve Audit Efficiency; The IRS Does Not Have A Significant Audit Program Focused on Detecting the Omis-
sion of Gross Receipts; and The IRS Has Delayed Minor Tax Form Changes that Would Promote Voluntary Compliance and Increase Audit Efficiency, infra.

IRS Fiscal Year 2009 Enforcement Results, available at http://www.irs.gov/pub/irs-drop/fy_2009_enforcement_results.pdf (last visited Dec. 24, 2009).
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certain issues.” We have urged the IRS to conduct a test to determine whether certain tax issues
or tax populations receive more accurate audit results if the examination is conducted in a face-to-
face environment or if a specific auditor is assigned to a correspondence exam (as opposed to the
first available auditor each time the taxpayer calls). We hope the IRS will undertake this study in
partnership with TAS and believe it would provide valuable information upon which better and
more taxpayer-centric Examination policy and procedures can be formed.

Most of the issues discussed in this report — whether they involve administrative or legislative
recommendations — implicate key taxpayer rights. From the taxpayer’s right to an independent
and impartial administrative appeal of IRS examination and collection actions, ' to the right to
certainty and finality with respect to a tax liability,** to the fairness and accessibility of the tax
system regardless of a taxpayer’s income level* or geographical residence,* to taxpayers’ right to
representation by a tax professional in tax matters,'” we find the IRS all too often short-changes
what it knows is the right approach for taxpayers and good tax administration because of resource-
driven considerations. The IRS’s response to many of our Most Serious Problems indicates that
the IRS is over-stretched as a result of its expansion of duties and is unable or unwilling to commit
additional resources to improving programs if they can limp along at status quo. As a strategy,

it may get the IRS through to tomorrow, but it fails U.S. taxpayers and does not bode well for

increasing the voluntary compliance in the long-term.

IRS Collection Practices May Harm Long-Term Taxpayer
Compliance and Are Not Supported by Reliable Data.

The decline in the level of service on the phones, mentioned above, is exacerbated by another, more
disturbing trend in IRS collection activities — namely, that the IRS establishes collection policy

and procedures without credible evidence of a positive impact on voluntary (or even involuntary)
compliance and without consideration of a taxpayer’s facts and circumstances. Consequently, we
have placed a special focus on Collection in this report, which identifies IRS lien filing policies as
the second most serious problem and includes three other most serious problems, five legislative

recommendations, and two research studies.

At the outset, I wish to acknowledge the importance of the IRS collection function and my
confidence that, properly trained and provided appropriate guidance, it can collect the correct
amount of tax revenue without causing taxpayers undue harm or impairing taxpayer rights. In fact,
a robust collection function — both over the telephones and in the field — is an absolute necessity

for any tax administration in that it serves as an incentive for taxpayers to comply. It is not my

intention to criticize the individual performance of front-line collection employees. My concern is

See Most Serious Problem: The IRS Correspondence Examination Program Does Not Maximize Voluntary Compliance, infra.

See Legislative Recommendation: Strengthen the Independence of the IRS Office of Appeals and Require at Least One Appeals Officer and One Settle-
ment Officer in Each State; Most Serious Problem: Appeals’ Efficiency Initiatives Have Not Improved Taxpayer Satisfaction or Confidence in Appeals, infra.

See Legislative Recommendation: Provide a Fixed Statute of Limitations for U.S. Virgin Islands Taxpayers, infra.

See Most Serious Problem: Beyond EITC: The Needs of Low Income Taxpayers Are Not Being Adequately Met, infra.

See Most Serious Problem: U.S. Taxpayers Located or Conducting Business Abroad Face Compliance Challenges, infra.

See Most Serious Problem: IRS Power of Attorney Procedures Often Adversely Affect the Representation Many Taxpayers Need, infra.
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with the policies and guidance under which they operate on a day-to-day basis. As described in this
report, I find that many of the collection policies and practices in place today have little empirical
justification even as they violate the spirit, if not the letter, of the IRS Restructuring and Reform Act

of 1998 and result in unnecessary harm to taxpayers.'®

In the course of our research about IRS collection practices and effectiveness, we learned several

disturbing things:

First: The IRS does not adequately or accurately track the source of collection payments, so

it has no empirical basis upon which to formulate collection policies. The IRS simply does

not know with statistical accuracy what collection actions — if any — result in additional tax
collection revenue for the government. The “if any” qualification here is important, because it
is clear that most revenue attributed to collection comes in through automatic refund offsets or
responses to the initial collection letters (the “notice stream”) sent to taxpayers before a case is
assigned to any collection employee.

Second: The IRS has multiple measures for what it calls “collection yield” or “enforcement
revenue.” These measures are not consistent and often include revenue sources that most
taxpayers, economists, and policymakers would not consider to be the result of a collection
activity warranting collection resources such as Automated Collection System (ACS) employees
or revenue officers (ROs). On the one hand, the IRS publicly reports a figure for “collection
yield” in the IRS Data Book that attempts to identify tax payments made as a result of some
type of collection action, including liens, levies, and installment agreements.’ On the other
hand, the IRS appears to use a different measure for “enforcement revenue” for resource
allocation, budget justification, and congressional testimony.* This latter measure reports tax
“revenue” actually collected over a period of time, based on the source of assessment. Thus,
Examination and Appeals personnel get credit for taxes that are assessed by them, whereas
Collection may get credit for any balance-due returns filed. Refund offsets are attributed to
the function responsible for the underlying assessment. However, refund offsets are not the
result of any one human being’s intervention with the taxpayer — they are merely a computer
matching program. More to the point, the enforcement revenue measure tells us very little
about the effectiveness of additional investments in collection or other enforcement personnel,

since it does not track what revenue resulted from which type of collection action.

Third: There is an astonishing lack of transparency as to what is included in these revenue

figures and how they are computed. For example, in reviewing two consecutive Statistics of

18 For example, despite the fact that IRS levies and Notice of Federal Tax Lien (NTFL) filings increased by approximately 590 percent and 475 percent, respec-

tively, between fiscal years 1999 and 2009, overall inflation-adjusted collection revenue declined by approximately 7.4 percent over the same period. See
Most Serious Problem: One-Size-Fits-All Lien Filing Policies Circumvent the Spirit of the Law, Fail to Promote Future Tax Compliance, and Unnecessarily
Harm Taxpayers, infra.

We are not sure how Collection is able to identify these payments since our research shows that a majority of the payments in our sample were classified
as “other” or “miscellaneous” or were not identified. See Most Serious Problem: One-Size-Fits-All Lien Filing Policies Circumvent the Spirit of the Law, Fail
to Promote Future Tax Compliance, and Unnecessarily Harm Taxpayers. See also The IRS’s Use of Notices of Federal Tax Liens, vol. 2, infra.

20 The IRS tracks enforcement revenue on the Enforcement Revenue Information System, or ERIS.
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Income (SOI) reports, we discovered that between 2007 and 2008, the IRS had “lost” about $32
billion in collection revenue for FYs 2005, 2006, and 2007.2' In the 2008 SOI report, the revised
figures are simply marked with an “r”, which, as the footnote helpfully explains, means “revised.”

We find this level (or lack) of explanation to be unacceptable. Policymakers, researchers, scholars,
and the National Taxpayer Advocate rely on SOI data as a major source of information about the
IRS and tax administration. In particular, it would be difficult for anyone to detect this change
unless one compared the two tables side by side, as we did. This failure to highlight and explain
revisions of such magnitude is inexcusable and erodes confidence in any data reporting by the IRS.

Fourth: A quick perusal of this report’s most serious problems and research studies on
collection shows that the IRS clearly is not looking at its collection procedures from the
perspective of the taxpayer, much less from the perspective of increasing long-term, voluntary
compliance. Collection’s guidance is not based on data analysis that takes into account the
taxpayer’s perspective but instead is based on perceived “wisdom” which in many ways reflects
little more than a view that what the IRS has always done must be correct. The IRS’s mantra,
for example, that it must file a Notice of Federal Tax Lien in order to protect the government’s
interest, is meaningless if there are and likely will be no assets to which the NFTL can attach.
Moreover, this justification must be balanced against the need for the taxpayer to be financially
viable so as to become and remain in long-term tax compliance (and also not increase the
likelihood that the taxpayer will become dependent on government benefits to meet basic
living expenses). We have found, however, that IRS lien filing determinations are heavily
weighted toward automatically filing liens. For reasons this report describes in detail, this
approach harms taxpayers, does not produce significant revenue, and undermines broader IRS

compliance goals.”

Fifth: Our second compliance study in Volume 2 of this report, Subsequent Compliance
Behavior of Delinquent Taxpayers: A Compliance Challenge Facing the IRS, suggests that current
IRS practices with respect to identifying taxpayers’ ability to pay outstanding tax liabilities are

21

22

IRS, IRS Data Books, Table 16, Delinquent Collection Activities, 2005-2008. The IRS originally reported revenue yield for FY 2005-2007 as (in thousands,
respectively): $37,113,036, $40,813,309, and $43,318,830, but corrected these figures in the 2008 IRS Data Book (in thousands, respectively) to
$27,615,348, $29,172,915, and $31,952,399.

The question whether lien filings are required to protect the government'’s interest was recently presented in the context of IRC § 6707A penalties. In
response to a congressional request, the IRS agreed this summer to hold off on taking collection action against small businesses facing the penalty to
give Congress a chance to provide statutory relief. The National Taxpayer Advocate asked the IRS to refrain from imposing liens in those cases, but the
IRS stated that it would continue to impose them “to protect [its] interests.” For a discussion about the harsh impact of Section 6707A penalties on
small business owners, see National Taxpayer Advocate 2008 Annual Report to Congress 419-22 (Legislative Recommendation: Modify Internal Revenue
Code Section 6707A to Ameliorate Unconscionable Impact). In a letter to Secretary Geithner and Commissioner Shulman dated Dec. 22, 2009, Senator
Grassley noted that “the placement of liens . . . is a significant threat” to the operations of small businesses, and he requested that the IRS “remove all
liens on small businesses resulting from 6707A assessments unless there is a known risk that the taxpayer will evade payment of the penalties.” Accord-
ing to an article in Tax Notes, an aide to Senator Grassley said in explaining the request: “Most small businesses are cooperating; they are in an audit.
People who are under audit should not have to hire an attorney to fight a lien when they are already in contact with the Service.” After Senator Grassley
threatened to place a hold on Treasury Department nominees, the IRS agreed to hold off temporarily on filing new liens in these cases. See Michael Joe,
Grassley Releases Holds on Treasury Nominees After IRS Addresses Small-Business Penalties, Tax Notes Today, 2009 TNT 245-1 (Dec. 24, 2009). While
the circumstances involving Section 6707A penalties are unusual, the dialogue reflects broader concerns about IRS’s automatic lien filing policies. In
particular, Senator Grassley’s aide said the IRS had characterized the liens as “protective filings” rather than “collection enforcement actions,” a distinction
that provides little solace to taxpayers whose credit scores are ruined and who lose the ability to obtain financing.
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driving some taxpayers into long-term noncompliance.” This study found that taxpayers in the

following categories all experienced high levels of downstream noncompliance:

® Taxpayers with Taxpayer Delinquent Accounts (TDA status, in which the account has
made it past the notice stream with a balance due);

® Taxpayers placed in the collection queue awaiting assignment to a revenue officer;

® Taxpayers placed in currently not collectible (CNC) hardship status (i.e., the IRS
determined that the taxpayer could not afford to pay the tax debt); and

® Taxpayers who had cancellation of debt income (CODI) or entered into bankruptcy.

When we probed deeper into the financial status of these taxpayers, we found that the IRS’s own
“allowable living expense” (ALE) standards clearly did not reflect the true financial picture of

three groups of taxpayers: (1) those in CNC — hardship status (about 25 percent of those taxpayers
appeared to have the ability to pay under IRS’s ALE analysis); (2) those who received CODI; and
(3) those who were in bankruptcy (about half of those taxpayers appeared to have the ability to pay
under IRS’s ALE analysis). Thus, ALE standards alone don’t show the taxpayer’s entire financial
picture, particularly with respect to certain forms of unsecured debt such as credit cards, school
loans, or medical and hospital bills. The IRS’s failure to acknowledge these forms of debt appears
to undermine taxpayers’ efforts to become compliant. This finding has significant consequence

for taxpayers in the current economic climate, as foreclosures, credit card cancellations, and

bankruptcies are on the rise.

Contrast the IRS approach to Sweden’s debt relief program, which operates in addition to its
bankruptcy procedures. The Swedish Enforcement Agency collects both federal (including tax) and
private debts (which creditors have requested the government to collect). The agency recognizes
that being in debt is a self-perpetuating cycle and leads to ongoing tax noncompliance. When a
taxpayer enters the debt relief program, the agency looks at all debt owed by the taxpayer - federal,
local, and private creditor — and works out a payment plan over a period of years that, if adhered to,
will result in forgiveness of any outstanding debt at the end of the agreement. The payment plan
is based on the taxpayer’s financial needs and circumstances. Most importantly, the plan does not
ignore debt that is unsecured. Although the government may have priority over other creditors,

it voluntarily accepts less than it is entitled to receive because it has found that the taxpayer more
likely will be compliant in the future if all debt is addressed. Of course, if the taxpayer fails to
complete the debt relief program, the debts stand and the government is in the same position

as before the program. However, if the taxpayer completes the program, the taxpayer is well-

positioned for future compliance.*

23 In this study, TAS Research examined the subsequent compliance behavior of individual taxpayers who incurred failure-to-pay delinquencies in 2002 fol-
lowing the last recession. The study includes only taxpayers who had no prior unpaid tax liabilities at the time they acquired their delinquencies. The study
tracked the compliance history of this cohort of taxpayers from the time their delinquencies began in 2002 through the first quarter of 2009.

24 “Persons in very deep indebtedness may be forced to live at the level of subsistence for the rest of his/her life if he/she does not get a debt relief”” The
Swedish Enforcement Authority, May 2009 (presentation to the National Taxpayer Advocate).
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This approach makes so much more sense than the current IRS policy of ignoring unsecured debt
(including state tax debt) in establishing payment plans and evaluating offers in compromise. Any
taxpayer with these debts will tell you that these creditors don't go away — the state tax agency
doesn’t stop garnishing a paycheck just because the IRS has priority, and a credit card collection
company doesn’t stop calling daily just because you are in an IRS payment plan. Instead, taxpayers
are placed in the intolerable position of agreeing to pay the IRS more than they can actually

afford (given their other debts) and then defaulting on the IRS payment arrangements when they
channel payments to unsecured creditors in order to get some peace. Thus, the IRS itself fosters
noncompliance by its failure to take a holistic approach to the taxpayer’s debt situation.

Fundamental Tax Simplification Is Desperately Needed.

In several prior reports, I have designated the complexity of the tax code as the most serious
problem facing taxpayers and the IRS alike. The need for tax simplification is not highlighted as a
separate discussion in this year’s report to avoid repetition, but the omission of a detailed discussion

in no way suggests the lessening of its importance.

As I detailed in last year’s report, TAS analysis of IRS data shows that U.S. taxpayers and businesses
spend about 7.6 billion hours a year complying with the filing requirements of the Internal Revenue
Code. It would require 3.8 million workers to consume 7.6 billion hours, effectively making the “tax
industry” one of the largest industries in the United States.”> U.S. taxpayers deserve a simpler and

less burdensome tax system.

Sooner or later, tax reform will come. And while the Office of the Taxpayer Advocate generally
refrains from becoming involved in tax policy discussions, we have sought to make a contribution
by presenting a taxpayer perspective on tax simplification and by addressing the tax administration

implications of certain aspects of tax reform.

In 2004, we presented recommendations to streamline the bewildering array of education and
retirement savings incentives in the tax code.? In 2005, I made a presentation to the President’s
Advisory Panel on Federal Tax Reform and suggested that emphasis be given to six taxpayer-centric
core principles.”” We also presented a proposal to reform the rules governing married persons filing

joint returns and the taxation of community property.®® Last year, we recommended simplifying the

25

26

27

28

For details and additional data, see National Taxpayer Advocate 2008 Annual Report to Congress 3-14 (Most Serious Problem: The Complexity of the Tax
Code). See also Nina E. Olson, We Still Need a Simpler Tax Code, Wall Street Journal, Apr. 10, 2009, at A13).

See National Taxpayer Advocate 2004 Annual Report to Congress 403-422 (Legislative Recommendation: Simplification of Provisions to Encourage Educa-
tion); National Taxpayer Advocate 2004 Annual Report to Congress 423-432 (Legislative Recommendation: Simplification of Provisions to Encourage
Retirement Savings).

See Public Meeting of the President’s Advisory Panel on Federal Tax Reform (Mar. 3, 2005) (statement of Nina E. Olson, National Taxpayer Advocate), at
http://www.taxreformpanel.gov/ meetings/ meeting-03032005.shtml. For more detail, see National Taxpayer Advocate 2005 Annual Report to Congress
375-380 (Legislative Recommendation: A Taxpayer-Centric Approach to Tax Reform).

National Taxpayer Advocate 2005 Annual Report to Congress 407-432 (Legislative Recommendation: Another Marriage Penalty: Taxing the Wrong Spouse).
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“family status” provisions in the tax code,” reducing the use of “tax sunsets,”** reducing the use of
income “phase-out” provisions,?' and simplifying worker classification determinations.?* Last year’s
report also contained a comprehensive set of recommendations to simplify the penalty provisions
in the tax code.?* This year, we present two studies in Volume 2 that should assist in developing
tax reform — one on principles for running social benefit programs through the tax code3* and one
discussing administrative considerations that should be kept in mind if the U.S. decides to adopt a
Value Added Tax-like tax.>> Our office does not take a position on whether running social programs
through the Code or adopting a VAT is good policy, but we do believe that policymakers should be
aware of these concerns if these policies are adopted.

We will continue to do our part to encourage support for fundamental tax simplification and to

offer a taxpayer perspective on what tax simplification should look like.

Conclusion

As I see it, the IRS is subject to three diverging forces — increased responsibility for non-core tax
administration duties, increasing demand for taxpayer service (including telephone assistance) and
declining resources for that demand, and collection policies that mask a laissez faire attitude to
taxpayer harm under the guise of “efficiency.” The taxpayer is wedged in the middle of these forces,
being pulled in all directions, but never the right one. How the IRS weathers this storm depends on
its willingness to candidly reassess its taxpayer service and enforcement strategies and commit to

necessary changes, as well as on congressional oversight to ensure that this happens.

As always, I look forward to working with the IRS and with Members of Congress to strengthen
the administration of our tax laws while ensuring that taxpayer rights are protected and taxpayer
burden is minimized I hope this report contributes toward that end.

Respectfully Submitted,

Nina E. Olson

National Taxpayer Advocate
31 December 2009

29

30

31
32
33
34
35

National Taxpayer Advocate 2008 Annual Report to Congress 363-369 (Legislative Recommendation: Simplify the Family Status Provisions). See also Na-
tional Taxpayer Advocate 2005 Annual Report to Congress 397-406 (Legislative Recommendation: Tax Reform for Families: A Common Sense Approach).

National Taxpayer Advocate 2008 Annual Report to Congress 397-409 (Legislative Recommendation: Eliminate (or Reduce) Procedural Incentives for
Lawmakers to Enact Tax Sunsets).

National Taxpayer Advocate 2008 Annual Report to Congress 410-413 (Legislative Recommendation: Eliminate (or Simplify) Phase-outs.

Id. at 375-390 (Legislative Recommendation: Worker Classification).

Id. at 414-418 (Legislative Recommendation: Reforming the Penalty Regime), and vol. 2 (Report: A Framework for Reforming the Penalty Regime).
See Running Social Programs Through the Tax System, vol. 2, infra.

See An Analysis of Tax Administration Issues Raised by a Consumption Tax, Such as a National Sales Tax or Value Added Tax, vol. 2, infra.
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Introduction: The Most Serious Problems Encountered by Taxpayers

Internal Revenue Code (IRC) § 7803(c)(2)(b)(ii)(I1I) requires the National Taxpayer
Advocate to prepare an Annual Report to Congress which contains a summary of at least 20
of the most serious problems encountered by taxpayers each year. For 2009, the National
Taxpayer Advocate has identified, analyzed, and offered recommendations to assist the

IRS in resolving 21 such problems. This year’s report also includes two status updates on
the IRS’s efforts to assist victims of tax-related identity theft and Federal Payment Levy
Program levies on Social Security benefits, which the National Taxpayer Advocate identi-
fied and analyzed as Most Serious Problems in previous Annual Reports.'

As in earlier years, this report discusses at least 20 of the most serious problems encoun-
tered by taxpayers — but not necessarily the top 20 most serious problems. That is by
design. Since there is no objective way to select the 20 most serious problems, we consider
a variety of factors when making this determination. Moreover, while we carefully rank
each year’s problems under the same methodology (described immediately below), the list

remains inherently subjective in many respects.

To simply report on the top 20 problems would pose many difficulties. First, in doing so, it
would require us to repeat much of the same data and propose many of the same solutions
year to year. Our tax system and the Code have grown to a point where the IRS employs
more than 100,000 people and collects in excess of $2 trillion each year from individuals,
small and large businesses, and tax-exempt entities.> This state of affairs inevitably creates
problems that may not be transparent but nonetheless merit the attention of the National
Taxpayer Advocate and the IRS. Thus, the statute allows the National Taxpayer Advocate
to be flexible in selecting both the subject matter and the number of topics to be discussed,
and to use the report to put forth actionable and specific solutions instead of mere criticism

and complaints.

L See National Taxpayer Advocate 2008 Annual Report to Congress 79-94; National Taxpayer Advocate 2007 Annual Report to Congress 96-115; National
Taxpayer Advocate 2005 Annual Report to Congress 180-91; National Taxpayer Advocate 2004 Annual Report to Congress 133-36; National Taxpayer
Advocate 2008 Annual Report to Congress vol. 2, 46-72 (Building a Better Filter: Protecting Lower Income Social Security Recipients from the Federal
Payment Levy Program); National Taxpayer Advocate 2007 Annual Report to Congress 324-36; National Taxpayer Advocate 2006 Annual Report to Congress
110-29, 141-56; National Taxpayer Advocate 2005 Annual Report to Congress 123-35; National Taxpayer Advocate 2004 Annual Report to Congress 246-
63; National Taxpayer Advocate 2003 Annual Report to Congress 206-12; National Taxpayer Advocate 2001 Annual Report to Congress 202-09.

2 SeeTreasury Inspector General for Tax Administration, http://www.treas.gov/ press/releases/docs/yes09_tables.pdf.
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Methodology of the Most Serious Problem List

The National Taxpayer Advocate considers a number of factors in identifying, evaluat-
ing, and ranking the most serious problems encountered by taxpayers. The 21 issues and
the two status updates in this section of the Annual Report were ranked according to the

following criteria:
m Impact on taxpayer rights;
B Number of taxpayers affected;

m Interest, sensitivity, and visibility to the National Taxpayer Advocate, Congress, and
other external stakeholders;

B Barriers these problems present to tax law compliance, including cost, time, and
burden;

m The revenue impact of noncompliance; and

m Taxpayer Advocate Management Information System (TAMIS) and Systemic Advocacy
Management System data.

After reviewing this ranking, the National Taxpayer Advocate identifies five issues which
are, in her judgment after taking into consideration all of the above factors, the ones most
in need of attention and thus requiring the most prominent placement in the ranking.
Finally, the National Taxpayer Advocate and the Office of Systemic Advocacy examine the
results of the ranking on the remaining issues and adjust it where editorial or numeric
considerations warrant a particular placement or grouping. This year, six problems that
deal with IRS examination issues are grouped together and share a common introduction,?

while four other problems target collection issues.*

Taxpayer Advocate Management Information System List

The identification of the most serious problems reflects not only the mandates of Congress
and the IRC, but the Taxpayer Advocate Service’s (TAS’s) integrated approach to advo-
cacy — using individual cases as a means for detecting trends and identifying systemic
problems in IRS policy and procedures or the Code. TAS tracks individual taxpayer cases
on TAMIS. The top 25 case issues, which are listed in Appendix 1, reflect TAMIS receipts
based on taxpayer contacts in fiscal year 2009, a period spanning October 1, 2008, through
September 30, 2009.

3 See Most Serious Problems: The IRS Correspondence Examination Program Does Not Maximize Voluntary Compliance; The IRS Examination Function Is
Missing Opportunities to Maximize Voluntary Compliance at the Local Level; The IRS Does Not Know if It Is Using State and Local Data Effectively to Maxi-
mize Voluntary Compliance; The IRS Lacks a Comprehensive “Income” Database that Could Help Identify Underreporting and Improve Audit Efficiency; The
IRS Does Not Have a Significant Audit Program Focused on Detecting the Omission of Gross Receipts; and The IRS Has Delayed Minor Tax Form Changes
that Would Promote Voluntary Compliance and Increase Audit Efficiency, infra.

4 See Most Serious Problems: One-Size-Fits-All Lien Filing Policies Circumvent the Spirit of the Law, Fail to Promote Future Tax Compliance, and Unnecessar-
ily Harm Taxpayers; The Steady Decline of the IRS Offer in Compromise Program Is Leading to Lost Opportunities for Taxpayers and the IRS Alike; The IRS’s
Approach Toward Taxpayers During and After Bankruptcy May Impair Their “Fresh Start” and Future Tax Compliance; and IRS Policies and Procedures for
Collection Statute Expiration Dates Adversely Affect Taxpayers, infra.
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IRS Responses

TAS provides the IRS’s respective operating divisions and functional units with the op-
portunity to comment on and respond to the problems described in each year’s report.
These responses appear unedited (with the exception of correcting typographical or clerical
errors), under the heading “IRS Comments,” followed by the National Taxpayer Advocate’s

own comments and recommendations.

Use of Examples

The examples presented in this report illustrate issues raised in cases handled by TAS.
To comply with IRC § 6103, which generally requires the IRS to keep taxpayers’ returns
and return information confidential, the details of the fact patterns have been changed.
In some instances, the taxpayer has provided a written waiver to the National Taxpayer
Advocate to use facts specific to that taxpayer’s case. These exceptions are noted in foot-
notes to the examples.
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MspP IRS Toll-Free Telephone Service Is Declining as Taxpayer Demand
#1 for Telephone Service Is Increasing

RESPONSIBLE OFFICIALS

Richard E. Byrd Jr., Commissioner, Wage and Investment Division

Chris Wagner, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEM

The federal tax system impacts just about every person in the United States. Tens of
millions of taxpayers contact the IRS each year, seeking assistance with tax law ques-
tions, orders for publications and forms, or account-related issues.” A recent survey shows
that when taxpayers have questions, their preferred method of contacting the IRS is by
telephone.?

Over the last three years, however, taxpayers have found it increasingly difficult to reach
an IRS telephone assistor. During the 2007 tax return filing season, the IRS attained a
Customer Service Representative Level of Service (CSR LOS) of 83 percent on its toll-free
lines.? In the 2008 filing season, the CSR LOS declined to 77 percent.* During the 2009
filing season, the service level dropped further to 64 percent with a 519-second average
speed of answer (ASA), which means the average caller sat on hold for nearly nine min-
utes.> These declining numbers indicate that the IRS is not achieving its goal of improving

service to facilitate voluntary compliance.®

In response to the declining levels of phone service, the IRS has set goals of 71.2 percent
for CSR LOS and 698 seconds for ASA in fiscal year 2010.7 In other words, the IRS has set
its priorities so that nearly three out of every ten calls seeking to reach an IRS telephone
assistor will not get through, and callers who do receive assistance will first have to wait on

hold for an average of nearly 12 minutes.®

LIRS, Joint Operations Center (JOC) Enterprise Telephone Data, Product Line Detail Report.
2 RS Oversight Board, 2008 Taxpayer Attitudes Survey (Feb. 2009).

3 IRS, JOC Enterprise Telephone Data, Enterprise Snapshot.

4 d

5 Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2009-40-127, Unplanned Call Demand Reduced Toll-Free Telephone Access for the 2009
Filing Season 5 (Sept. 8, 2009).

6 IRS, Strategic Plan and Budget FY 2010.
7 IRS, Wage and Investment Division (W&I), Business Performance Review 28 (Aug. 11,2009).

8  The IRS operates multiple toll-free phone lines. Calls to the Customer Assistance Service (CAS) lines account for 80 to 90 percent of the toll-free calls to
the IRS each year. In this discussion, we will focus on the CSR LOS for the CAS toll-free lines.
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To live up to its customer service promises, the IRS should address the following problems
with its toll-free phone service:

® The toll-free phone lines are insufficiently staffed to achieve an acceptable CSR LOS
and ASA; and

B[RS projections for CSR LOS and ASA make no allowances for special tax initiatives

and national disasters, which have become the norm rather than the exception.

ANALYSIS OF PROBLEM

Background

When Charles Rossotti began his term as the Commissioner of Internal Revenue in 1997,
one of his greatest challenges was to improve customer service. During the 1997 filing
season, 21.6 million callers attempted to reach the IRS via the toll-free lines, with a 52.3
percent success rate.? Deficiencies in phone service contributed to Congress’s decision to
overhaul the IRS organization in 1998, when the IRS achieved a 69 percent CSR LOS for
the filing season.’® In his book, Many Unhappy Returns: One Man's Quest to Turn Around
the Most Unpopular Organization in America, Rossotti stated pointedly: “Apart from the
justifiable outrage it causes among honest taxpayers, I have never understood why anyone
would think it is good business to fail to answer a phone call from someone who owed you
money.”"* Rossotti likened the phone service situation at the IRS to a bank that refused to

spend money on providing service to customers, exce